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WAGES, PRICES, AND THE MORTGAGE MARKET 


NFLATION at the rate of 2 percent per year has influenced, and will continue to in- 
| fluence, the mortgage market. Mortgage lenders need a stabilized dollar because 

fluctuations in the value of the dollar tend to disrupt their market. Certainly mort- 
gage lenders are not the only persons in this situation. Bankers and consumers with 
fixed incomes would benefit by a stable price level. 


It wasn ’t too long ago that economists were saying that Federal Reserve monetary 
policy could control inflation, but was ineffective in controlling deflation. They felt that 
the underlying cause of inflation was too much money chasing too few goods. This could 
be controlled easily by restricting the supply of money and credit through the Federal 
Reserve System. Now, some economists seem to think that monetary policy cannot 
even control inflation. What has caused this about-face among some students of econ- 
omic conditions and policy? 


The following table shows the level of the consumer price index and the percent of 
the civilian labor force unemployed at the peak and trough of the reference cycles es- 
tablished by the National Bureau of Economic Research. These data show that, in spite 


of an increase in unemployment, prices continued to increase, and in 1957-58 increased 
2.2 percent. 


TABLE I 
Consumer Price Index % 
Stage of Cycle Date 1947-49 = 100 Muenplores 
Trough 101.5 4 
Peak July 1953 114.7 
Trough Aug. 115.0 


Trough Aug. 115.0 
Peak July 120.8 
Trough Apr. 123.5 


Expansion Apr. 1960 126.2 








In the early 1930's statistical studies were made which purported to prove that most 
prices in industry are administered and are unresponsive to market conditions. Re- 
cently, this has been used to explain why rising prices are pushed up by costs, and why 
prices will not fall as a result of declining demand forced by a restriction of credit. 
A new element, however, has been added. Labor with increased bargaining strength 
has been able to increase wages faster than increases in labor productivity. Manage- 
ment, in its turn, because of its ability to administer prices, passes the increase in 
cost on to the consumer. This process makes prices responsive to upward changes, 
but not to downward ones. Thus, any attempt on the part of monetary authorities -- the 
Federal Reserve System -- to reduce the quantity of credit and restrict money demand, 
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forces output down and unemployment up because prices will not fall. This viewpoint 
did not gain momentum until the facts of the 1957-58 recession were digested. 


The increasing money supply certainly indicated that the older ideas were perhaps 
on the right track. Total demand deposits plus currency increased from $117.7 billion 
in 1950 to $139. 4 billion in 1960. Prices, however, may not be as responsive to mar- 
ket conditions as they could be because of Government intervention -- agricultural price 
supports, tariffs, and stockpiling -- but the fundamental cause is still too much money 
chasing too few goods and services. 


Although some economists have developed a multitude of theories concerning a “new 
inflation” and have abandoned the classical explanation of an excess money demand for 
goods and services, either in the consumer market or in the labor market, the policy 
proposals boil down to about three views. The first view is that the Federal Reserve 
System can stop inflation effectively by raising the rediscount rate, selling bonds, and 
raising reserve requirements. Prices may not fall for atime, but unemployment will, 
in time,force them down. The second view may be characterized as having no faith in 
monetary policy, or, as thinking that it would take so long to stop inflation that unem- 
ployment would be intolerable. Some persons argue that prices should therefore be 
controlled. Others, however, contend that structural changes in the economy should be 
encouraged. They would stiffen antimonopoly policies, especially in the labor market, 
remove agricultural price supports, reduce tariffs, and stop stockpiling programs. 
They would encourage price flexibility through encouraging competition. The third view 
sees nothing wrong with inflation as long as it gets no bigger than 2 to 5 percent per 
year. 


The actual policy that will be put into effect, if past experience is to tell us anything, 
will be determined in the political arena and rationalized by one or the other of the 
economic arguments. It seems to be politically inexpedient to let unemployment rise 
much above 5 percent. If that proves to be the case, and money and credit are ex- 
panded at the same rate as they have been for the past ten years, there will be a contin- 
ued average inflation of 2 percent per year. 


What would this mean to the mortgage market? 


1. To the extent that lenders begin to anticipate this kind of inflation, interest rates 
will continue to ris Suppose we look at an actual investment of $1,000 loaned at 5 
percent in 1950, and which was to be paid in full in 1960. Table II shows how much 
of the principal and interest was lost each year in terms of residential building costs. 


This, in turn, is translated into an actual percentage return on the original $1, 000 in- 
vestment. 


As can be seen from this table, the actual return over the ten-year period has been 
considerably less than the contract rate of 5 percent. As more and more lenders real- 
ize this fact, and anticipate a continuation of inflation, interest rates will rise in an at- 
tempt to counteract the loss in real return. An indication that there is such a trend is 
a new wrinkle in insurance company loans which has come to our attention. At least 
one company insisted on getting 10 percent of the room sales income of a proposed ho- 
tel, and 2 percent of the food and beverage income. These terms were part of a sub- 
ordination clause of the mortgage. The contract interest rate was the going rate. Per- 
haps the most telling argument is the rise in mortgage interest rates from 1950 to 
1960. The average recorded interest rate on mortgage loans in St. Louis and Manhattan 
rose steadily from 4.97 percent and 4.93 percent to 5.81 percent and 5.75 percent. 
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TABLE 0 


ACTUAL RETURN ON $1,000 INVESTMENT, 1950-60 
Contract Interest = 5% 


Loss in Interest 
Current Value of Value of in Terms of % 
Principal in Terms Principal New House Actual Return Return 

Year of New House Prices Each Year Prices Each Year Each Year 
1950 $1, 000 
1951 910 $90 $45. 50 -$44. 50 
1952 870 43.50 3.50 
1953 862 43.00 35. 00 
1954 840 42.00 20.00 
1955 835 41.50 36.50 
1956 800 40. 00 5.00 
1957 775 38.80 13.80 
1958 752 37.60 14. 60 
1959 730 36. 50 14. 50 
1960 705 35. 20 10. 20 
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2. During a period of inflation it is better to keep savings in the form of goods with 
very little depreciation. They, at least, will keep the purchasing power of the savings 
intact. A savings account, or Government savings bonds with interest rates of 3 to 4 
percent, may return the saver a negative interest, thus causing a loss of the initial sav- 
ings. This has two implications. Savings and loan associations will find ‘t harder to 


get and build their shares, except insofar as they expand at the expense of ‘ime depos- 
its and the savings bonds of the Government by maintaining competitive interest rates 
on their shares. Land and building prices will continue to rise at a faster rate than the 
consumer price index, as they have in the past ten years. 


TABLE 


6-Room Frame House 
Consumer Price Index Building Cost Index 
Year 1950 = 100 1950 = 100 
1950 100 100 
1951 108 110 
1952 110 115 
1953 111 116 
1954 112 119 
1955 111 120 
1956 113 125 
1957 117 129 
1958 120 133 
1959 121 137 
1960 122 142 








Further evidence of inflation psychology is the rise in stock prices to the point 
where their return is much less than that received for bonds with a high credit rating. 
There are at least two reasons for the preference of stock investment rather than bond 
investment. The first is the possibility of avoiding the higher income tax for the lower 
capital gains tax. The other is to “hedge against inflation.” Stocks will increase in 
price, maintaining the real value of the investment and still bringing a return, albeit a 
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small one. One might even be able to say, assuming investors to be rational, that there 
is a mathematically determined limit to the gap between the bond rate and the stock 
rate. The stock rate cannot fall below a rate of return which is possible to get on bonds 
even with inflation eating up principal and interest payments. 


3. Table I illustrates another implication of creeping inflation. Mortgage lenders 
will be able to finance fewer actual starts with the return of mortgage funds loaned. For 
every $1,000 loaned in 1950 and returned in 1960, $420 of new savings must be added to 
maintain the same real value of outstanding mortgages -- the same number of starts. 
Perhaps a clearer way of saying this is that rising house prices will increase the aver- 
age mortgage value on each house, and,assuming that the loan to value ratio remains 
constant, this will mean fewer starts with a constant sum of money. 


4. A continuing inflation for the next ten years will make for fewer mortgage delin- 
quencies. As wages rise, fixed debt obligations such as mortgage payments are easier 
to meet. They become a smaller proportion of the average family income. Admittedly, 
some families with fixed incomes, pensioners, school teachers, and others, will be 
worse off, and will have a harder time meeting the mortgage payments. 


After rereading the previous paragraphs, one begins to wonder whether these 
thoughts are being written ten years too late. The economic indicators as they are 
posted each month foretell gloomy things for late 1960 or 1961. There is the decline in 
real estate, mortgage, and construction activity. Total industrial production has turned 
down since the beginning of the year, although the Department of Commerce has an- 
nounced that Gross National Product passed the half trillion mark during the first quar- 


ter. The stock market has had a dramatic fall, causing many people to think that infla- 
tion psychology has ended. But has it? Recently the San Francisco and Philadelphia 
Federal Reserve Banks announced a decrease in the rediscount rate from 4 percent to 
34 percent. Nine more of the banks soon followed suit. This is the rate at which 
member banks of the Federal Reserve System can borrow on certain of their assets 
from the Federal Reserve Bank of their District. The reduction of this rate indicates 
that the Federal Reserve believes member banks should be encouraged in expanding 
their loans. That is to say -- easier money. With this announcement the Dow-Jones 
industrial stock market average rose 7.94 points the first day, 8.66 points the second, 
4.77 points the third, and 6.07 points the fourth, to bring the average to 656.42, its 
highest point since January 15, 1960. The all-time high was 685. 47 on January 5, 1960. 
Thus, given the least encouragement of continued support of the economy by the Fed- 
eral Reserve System, the stock market continues its merry climb -- in spite of the 
Dow theorists. 


Where will it end? Sooner or later the Federal Reserve System will not be able to 
continue its expansion. Either it will have expanded to the limit of its gold reserves or 
reserves will be lost to other countries because of greater inflation here than abroad. 
Neither is a short-run possibility. The legal ratio of gold reserves to Federal Reserve 
Note and deposit liabilities is 25 percent. This ratio currently stands at 41 percent. Ih 
spite of short-run recessions, inflation seems to be the order of the day. 




















